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An Anti-inflation Policy for Efficiency and Freedom 


Most Important Weapon in Canada’s Arsenal of Controls — Like Ours — 
Is Control of Government Expenditure. 


by James Murr, President, The Royal Bank of Canada. 


HE gradually brightening picture after the Second World War was cast in sudden shadow 
by the outbreak of war in Korea. The new inflationary problems, posed by that war and by 
the threat of war elsewhere, have caught our economy in a state of weakness and fatigue, owing 
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to the effects of the long struggle with inflation since the end of the Second World War. 


We no longer have that excess capacity in 
capital and manpower that made possible 
more guns and more butter in the early years 
of the last struggle. Full employment of men 
and resources is a symptom of economic 
strength in peacetime. It means however that 
any additional demands upon the economy can 
be met only by curtailing demand elsewhere. 
This means that the additional demand upon 
our economy arising out of rearmament must 
be met by cutting back our normal peacetime 
demand for capital and consumption goods. 

This curtailment of peacetime demand is the cost 
of wartime rearmament. This cost cannot be post- 
poned, It must be met at once. And the fundamental 
problem of war economics is to ensure that only 
the least essential part of peacetime demand is thus 
curtailed. 

In this way we can reduce the dislocation of our 
economy caused by new armament expenditure. If 
we can reduce this dislocation we can increase the 
effectiveness of our war effort, and at the same 
time we can ensure that the freedom we aim to 
defend will in fact be preserved. 

What part of peacetime demand can most econ- 
omically be sacrificed to the needs of defence? 

There are broadly three areas of demand in 
which cut-backs might conceivably be made. They 
are: (1) the demand by consumers, especially for 
durable goods; (2) the demand by business for 
materials needed in the expansion of plant and 
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equipment; and (3) the demand by government 
for non-military goods and services. 

Further inflation can be avoided if the money 
value of increased armament is offset by the re- 
duced demand by consumers, business, and govern- 
ment for non-military goods and services. 

The reduction of non-military demand can be 
brought about by increased saving, increased taxes, 
and decreased government expenditure. All three 
methods involve reduced non-military expenditure 
or, in the broadest sense of the word, increased 
saving to offset increased national expenditure for 
defense. 

Increased saving in this sense may be voluntary; 
that is, it may result from patriotic restraint or 
from the hope of reward. Or increased saving may 
be involuntary; that is, it may be imposed on the 
community through decreased payments by govern- 
ment to the general public, increased payments (of 
taxes) by the general public to government, or 
increased physical controls by government over 
expenditure by the general public on goods and 
services. 

I have listed these sources of increased saving in 
the order of preference which a free society would 
be best advised to accept. Voluntary saving through 
patriotic restraint is morally and economically pre- 
ferable to saving induced by the hope of reward. 
But once the resources of patriotic restraint have 
been exhausted, reward is better than punishment. 
Saving induced by the hope of reward, through 
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interest income or through the appreciation of 
capital values, may check demand in the present 
by postponing expenditure until a better day, when 
consumption goods and services are more abundant. 
This increase in the inducement to save is the 
proper function of short and long-term interest 
rate policy, and must rely on certain devices of 
monetary, credit, and public-debt policy and on 
reduced government expenditure. 

Once the limits of voluntary saving have been 
reached we are forced to rely on increased taxes, 
and on physical controls. Physical controls may 





struggle against inflation, the most effective weapons 
are to be found in the realm of monetary and 
fiscal policy, to which I now turn. 

On October 16th the Bank of Canada raised the 
bank rate from 114 to 2 per cent. In the absence 
of any present need for the chartered banks to 
borrow from the Central Bank, the importance of 
this action must be confined to its psychological 
effect. This psychological effect, though important 
in itself, was further buttressed by the Bank’s 
announcement that it, and presumably the govern- 
ment as well, had changed their views regarding the 
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operate indirectly through credit curbs or directly 
through government allocation of scarce materials 
combined in various degrees with price control and 
rationing. 


These physical controls are placed lowest on the 
scale because they are not, properly speaking, de- 
flationary at all. From bitter experience after the 
last war, we know that physical controls conceal 
but do not directly reduce inflationary pressure. 
They attack the symptoms and leave the disease 
itself unchecked. Their proper use is to divert de- 
mand from scarce to relatively less scarce goods and 
services; or, in some cases, to provide a stop-gap 
antil fiscal and monetary policy can reduce infla- 
tionary pressure through direct action. Physical 
controls have their use, especially in total war, but 
they are no substitute for devices that really attack 
inflation. 


So far, government policy, intended directly or 
indirectly to reduce inflationary pressure, has been 
confined to the following: (1) the return to a free 
exchange market, and the removal of import re- 
strictions; (2) the stepped-up campaign to sell 
Canada savings bonds; (3) the shift to a higher 
interest-rate structure; (4) the controls on instal- 
ment credit and on the use of steel; and (5) the 
increased excise taxes on non-essentials. 


But, in this gathering storm, our main concern 
must be with future policy rather than with the 
comparatively mild devices so far adopted. In the 
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low-interest-rate policy maintained throughout the 
war and during the post-war period. 

We have already seen some hardening of short- 
and long-term rates. But much depends upon the 
vigor with which the new policy is pursued. 

The problem of the right interest-rate policy is a 
complex one; and we may expect a careful weighing 
of many considerations by government policy- 
makers. It has been argued, for example, that 
higher rates are ineffective defences against in- 
flation because any moderate increase in rates will 
serve neither to induce savers to save more, nor to 
force borrowers to borrow less. 


But, in appraising the usefulness of higher in- 
terest rates in the fight against inflation, we must 
not ignore their very important position in the 
machinery of monetary and credit control by the 


Central Bank. 


As taxes begin to decrease the money supply 
(that is, as they begin to achieve their purpose), a 
low-interest-rate policy forces more money back 
into the market, as holders of government securities 
unload on the Central Bank at the pegged price. In 
other words, if the Central Bank is required to 
maintain low interest rates by pegging the price of 
government bonds, the whole effort to fight inflation 
may be wasted. 


The tendency towards higher rates may be only 
an encouraging symptom that monetary and fiscal 
operations against inflation are enjoying some 
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measure of success. But the maintenance of low 
rates in the face of this tendency means that initial 
success may be turned into failure. Apart altogether, 
therefore, from the direct effect of higher rates in 
encouraging saving or discouraging borrowing, the 
effectiveness of fiscal and monetary policy may 
depend in no small measure on allowing interest 
rates to rise. 


Aside from the order of December 2, 1950, setting 
up priorities in steel, Canada is still far behind the 
United States in the imposition of physical con- 
trols. But physical controls, as I have said, should 
be used for purposes other than the direct attack 
upon inflation. 


Efficiency Test for the Income Tax 


The most powerful weapon in the fight against 
inflation is generally supposed to be a stiff increase 
in the income tax. But the test of efficiency must 
be that any income tax increases shall penalize 
spending and reward saving. 

Such a criterion would rule out drastic increases 
in corporate taxes, including an excess profits tax. 
Extremely high corporate taxes, especially excess 
profits taxes, tend to encourage waste in manage- 
ment; and, in addition, excess profits taxes are 
arbitrary in their impact and inflationary in their 
final effect. 

The personal income tax is itself a blunt in- 
sirument that may hit spenders and savers alike; 
nevertheless it may prove to be the only weapon 
with sufficient power to check spending, even though 
in the process some saving is hit as well. 

To minimize these faults, and to ensure fairness, 
I would suggest that any increase in income tax 
burdens should recognize: (1) that an effective 
attack upon inflationary spending can only be made 
by broadening the tax base through lower personal 
exemptions; (2) that equity demands the vigorous 
reduction of income tax evasion, now all too 
apparent outside the fixed wage and salary group; 
(3) that equity and efficiency alike demand the 
exemption from income tax, wherever possible, of 
the bona fide saving of the public. In its simplest 
form, this might include the limited exemption of 
insurance premiums and of net purchases of savings 
bonds over the year. 

I am aware that to implement the third sugges- 
tion may be work for a genius in political and social 
invention; but, if so, we should be looking for him. 
Otherwise, as tax rates rise, the blunt instrument of 
the income tax may become a dangerous and per- 


verse weapon that penalizes saving even more than 
it penalizes spending. 

The failure to exempt saving when income taxes 
are very high will not only reduce their power to 
prevent inflation in the short run, but may in the 
long run prove a positive danger to democracy 
itself. The extremes of “left” and “right” in the 
world today are mediated in the great democracies 
by a strong middle class. It would be a tragedy 
indeed if democracy should perish because, in the 
supposed interest of its own defence, it liquidated 
this guardian of democratic institutions. 

The suggestions made in this appraisal of ways 
to fight inflation would, I think, be broadly ac- 
ceptable to a majority of citizens, whether inside 
or outside the government. I would summarize 
them as follows: 

1. Voluntary saving through the patriotic re- 
straint of consumption should be encouraged, 
by the precept and example of government, 
business, and private citizens; i.e., through 
less non-military expenditure by government, 
less capital expansion by business, and less 
consumption (especially on credit) on the 
part of private citizens. 

2. Voluntary saving should be encouraged, bor- 
rowing discouraged, and fiscal policy made 
effective by allowing a continued movement 
towards higher interest rates. 

3. Taxes required to prevent inflation should 
penalize consumption, and reward saving, 
whether through direct taxes on consumption 
or through income taxes that exempt to some 
degree the bona fide saving of the public. 

4. Direct controls, especially in the form of price 
control and rationing, should be measures of 
the last resort, and should be treated as stop- 
gap devices, not as substitutes for a true anti- 
inflationary policy. 


Can't Be Left to the Generals 


The importance of choosing the right kind of 
policy to combat inflation is hard to overestimate. 
But it is important also that we should not make 
our problem bigger than it need be, by a dispropor- 
tionate expansion of military expenditures. The 
allocation of armament expenditure is a job for 
military experts; but the overall-size of the defence 
programme, like war itself, is, as Clemenceau once 
said, too important a matter to be left to the 
generals. 


Perhaps we should not ignore the possibility that, 
having failed to realize their hopes of capitalist 
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collapse through post-war depression, the commu- 
nists are now trying to engineer capitalist collapse 
through the inflationary pressure of a continuous 
armaments boom. But once the required amount of 
armaments expansion has been determined, the 
inflationary problem created by that expansion must 
somehow be met. 


As a means to this end I should like once more to 
emphasize the moral and economic obligation of 
democratic governments to maintain ordinary ex- 
penditures at the lowest possible level. If democratic 
governments fail to meet this obligation, they will 
in effect be giving a measure of aid and comfort to 
the enemy. At this stage, the most important weapon 
in the whole arsenal of war controls is the control 
of ordinary government expenditure. 


So important is the issue that, for support and 
guidance in meeting these responsibilities, democra- 
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tic governments might think about setting up ad- 
visory committees consisting of governors of Central 
Banks, representatives of industry, finance, and 
labor, and senior civil servants to review expendi- 
tures and advise on possible economies. The func- 
tions of these committees should be confined to 
restrictive action with no power to suggest new 
expenditures or the increase of those already 
proposed. 

Emphatically, the price of our safety is not only 
the expenditure of vast sums provided by savings 
and taxes, but eternal vigilance over the uses to 
which these funds are put. A major defence effort 
has such an impact upon our economic resources 
and our standard of living that a democratic gov- 
ernment would be guilty of criminal negligence if 
it did not do all it could to preserve the free 
economy by confining its ordinary expenditures to 
the absolute minimum. 
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